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COUVI LLI ON, Special Trial Judge: This case was heard

pursuant to section 7463 of the Internal Revenue Code in effect
at the tine the petition was filed.! The decision to be entered
is not reviewable by any other court, and this opinion should not

be cited as authority.

! Unl ess ot herw se indicated, subsequent section
references are to the Internal Revenue Code in effect for the
years at issue, and all Rule references are to the Tax Court
Rul es of Practice and Procedure.



Respondent determ ned that petitioners were liable for the
followng additions to tax for the years 1982, 1983, 1984, and

1985:

Additions to Tax

Year Sec. 6653(a) (1) Sec. 6653(a) (2)
1982 $250 *

1983 25 *

1984 15 el

1985 17 ok

* Fifty percent of the interest due on $5, 000.

* Fifty percent of the interest due on $298.

***  Fifty percent of the interest due on $294.

**** Fifty percent of the interest due on $427.

The issue for decision is whether, for 1982 through 1985,
petitioners are liable for the additions to tax shown above
relating to their participation as a limted partner in a
partnership known as Jojoba Research Partners, Hawaii (Jojoba
Hawaii or the partnership).

Sone of the facts were stipulated, and those facts, with the
annexed exhibits, are so found and are incorporated herein by
reference. At the tinme the petition was filed, petitioners
| egal residence was Col orado Springs, Col orado.

Petitioner husband is a salesman in the tel econmunications
i ndustry, and petitioner wife is a homenmaker. During the years
at issue, petitioner husband worked in the tel econmuni cations

i ndustry, and petitioner wife worked as an adm nistrative
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assistant and office manager for various enployers. Petitioner
wife's father, Ralph S. Matsuda (M. Mtsuda), worked in the
financial services and products industry during the years at
i ssue and was petitioners' financial adviser. During 1982, M.
Mat suda i ntroduced petitioners to Jojoba Hawaii, which was being
pronoted as an agricultural research and devel opnent partnership.
Jojoba Hawaii was the first agricultural type investnent
opportunity that had been proposed by M. Mtsuda to petitioners.
He provided petitioners with a fairly volum nous private
pl acement nenorandunt (the offering), which described the
proposed i nvestnment and the activities to be conducted through
Joj oba Hawaii. Petitioner w fe perused the docunent but could
not recall whether petitioner husband exam ned the docunent.?
Petitioners did not consult an attorney, an accountant, or any
i ndependent expert know edgeable in the field of agriculture and,
in particular, jojoba production and the econom c potenti al
thereof. Petitioners, nevertheless, invested in Jojoba Hawaii .
On their joint 1982 Federal incone tax return, petitioners
reported wages of $77,665 from petitioner husband' s enpl oynent
with Mark Tel ephone and $24, 426 from petitioner wife's enpl oynent

with Applied Materials, Inc. Petitioners also reported interest

2 The private placenent nmenorandum consi sted of sone 47
pages, plus eight exhibits, and a table of contents.

3 Petitioner husband did not appear at trial.



i ncone of $1,788, taxable dividend incone of $182, a State incone
tax refund of $605, and taxabl e pension incorme of $2,100.
Petitioners deducted a net |oss from Jojoba Hawaii of $12,971
whi ch they reported on Schedul e E, Supplenental |nconme Schedul e,
as a partnership loss. Thus, petitioners reported total incone
of $93,795 and a tax liability of $13,959.

On their joint 1983 Federal incone tax return, petitioners,
in the sane fashion, reported wages of $45,989 from petitioner
husband' s enpl oynent and $29, 145 from petitioner wife's
enpl oyment. Petitioners also reported interest incone of $2,224,
a State inconme tax refund of $1,803, and a Schedul e E net |oss
from Jojoba Hawaii of $1,017. Thus, petitioners reported total
i ncome of $78,144 and a tax liability of $7,515.

On their joint 1984 Federal incone tax return, petitioners
i kewi se reported wages of $52,086 from petitioner husband's
enpl oynment, $30, 145 from petitioner wife's enploynent, interest
i ncome of $879, a loss on Schedule C, Profit or (Loss) From
Busi ness or Profession, of $15,767 froma comrercial fishing
activity, a Schedule F, FarmInconme and Expenses, net farm/l oss
of $1,650, and a Schedule E |l oss from Jojoba Hawaii of $1, 205.
Thus, petitioners reported total inconme of $64,488 and a tax
liability of $3,757.

On their joint 1985 Federal incone tax return, petitioners

simlarly reported wages of $57,059 from petitioner husband' s



enpl oyment, $31,417 frompetitioner wife's enploynent, interest
incone of $952, a State incone tax refund of $1,490, a |oss of
$3,468 fromthe comercial fishing activity, "other gains" of
$237, a net farmloss of $1,890, other income of $4,685, and a
net | oss from Jojoba Hawaii of $1,205. Thus, petitioners
reported total incone of $89,277 and a tax liability of $8, 704.
Joj oba Hawaii was audited by the Internal Revenue Servi ce,
and a Notice of Final Partnership Adm nistrative Adjustnment was
issued to the partnership. The partnership initiated a TEFRA
proceeding in this Court. A decision was thereafter entered in

Utah Jojoba | Research v. Commi ssioner, T.C Mno. 1998-6, which

involved a sinmlar jojoba investnent program* |In the decided
case, this Court held that the partnerships® did not directly or
indirectly engage in research or experinentation and that the
partnerships | acked a realistic prospect of entering into a trade
or business. In upholding the Comm ssioner's disall owance of
research and experinental expenditures, the Court found that the
agreenents between the partnershi ps and the proposed research and
devel opment contractor, U. S. Agri Research & Devel opnent Corp.

(U.S. Agri), had been designed and entered into solely to provide

4 The tax matters partner of Jojoba Hawaii signed a
stipulation to be bound by the outcone of Uah Jojoba | Research
v. Comm ssioner, T.C Meno. 1998-6.

5 Ei ght een docket ed cases were bound by stipulation by
the outcome of U ah Jojoba | Research v. Comm ssioner, supra.
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a mechani smto disguise the capital contributions of limted
partners as currently deductible expenditures. The Court stated
that the activities of the partnerships were:
anot her exanple of efforts by pronoters and investors in the
early 1980's to reduce the cost of comrenci ng and engagi ng
in the farmng of jojoba by claimng, inaccurately, that
capital expenditures in jojoba plantations m ght be treated

as research or experinental expenditures for purposes of
cl ai m ng deducti ons under section 174.

As a result of Jojoba Hawaii's TEFRA proceeding, and its
agreenent to be bound, petitioners were assessed tax deficiencies
of $5,000 for 1982, $508 for 1983, $294 for 1984, and $346 for
1985, plus interest. Subsequently, respondent issued notices of
deficiency to petitioners for 1982 through 1985 for affected
itens determning that petitioners are liable for the additions
to tax for negligence under section 6653(a)(1) and (2). These
additions to tax are the subject of the instant case.

Section 6653(a)(1l) inposes an addition to tax in an anount
equal to 5 percent of an underpaynent of tax if any part of the
under paynment is due to negligence or intentional disregard of
rules or regulations. Section 6653(a)(2) inposes another
addition to tax in an anount equal to 50 percent of the interest
due on the portion of the underpaynent attributable to negligence

or intentional disregard of rules or regulations. Respondent’s



determ nations in the notices of deficiency are presuned correct,
and petitioners nust establish otherwise. Rule 142(a); Wlch v.
Hel vering, 290 U.S. 111, 115 (1933); cf. sec. 7491(c).°®
Respondent determ ned that petitioners’ underpaynents were due to
negligence. Petitioners, therefore, have the burden of proving

they were not negligent in deducting their share of the

partnership’'s |l osses. Estate of Mason v. Conm ssioner, 64 T.C.
651, 663 (1975), affd. 566 F.2d 2 (6th Cr. 1977); Bixby v.

Comm ssioner, 58 T.C. 757, 791 (1972); Anderson v. Conm SSioner,

T.C. Meno. 1993-607, affd. 62 F.3d 1266 (10th Cr. 1995).
Negligence is defined as the failure to exercise the due
care that a reasonable and ordinarily prudent person woul d

exerci se under like circunstances. Anderson v. Conni Ssioner,

62 F.3d 1266, 1271 (10th G r. 1995), affg. T.C. Meno. 1993-607;

Neely v. Comm ssioner, 85 T.C 934, 947 (1985); d assley v.

Comm ssioner, T.C Meno. 1996-206. The focus of inquiry is

on the reasonabl eness of the taxpayer’s actions in light of his

experience and the nature of the investnent. Henry Schwartz

6 The Internal Revenue Service Restructuring & Reform Act
of 1998, Pub. L. 105-206, sec. 3001, 112 Stat. 726, added
sec. 7491(c), which places the burden of production on the
Secretary with respect to a taxpayer’'s liability for penalties
and additions to tax in court proceedings arising in connection
w th exam nations comrencing after July 22, 1998. Petitioners do
not contend, nor is there evidence, that their exam nation
commenced after July 22, 1998, or that sec. 7491 is applicable in
this case.
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Corp. v. Conm ssioner, 60 T.C. 728, 740 (1973); Geene V.

Comm ssioner, T.C Meno. 1998-101, affd. w thout published

opinion 187 F.3d 629 (4th Gr. 1999); dassley v. Conmm Ssioner

supra; Turner v. Comm ssioner, T.C Meno. 1995-363. Whether a

t axpayer is negligent in claimng a tax deduction "depends upon

both the legitimacy of the underlying investnent, and due care in

the claimng of the deduction.” Sacks v. Conm ssioner, 82 F.3d
918, 920 (9th Cir. 1996), affg. T.C Meno. 1994-217; see G eene

v. Conm ssioner, supra.

A taxpayer may avoid liability for negligence penalties
under sone circunstances if the taxpayer reasonably relied on

conpet ent professional advice. See Freytag v. Conm ssioner, 89

T.C. 849, 888 (1987), affd. 904 F.2d 1011 (5th G r. 1990), affd.
on other issue 501 U. S. 868 (1991). Such reliance, however, is
"not an absol ute defense to negligence, but rather a factor to be
considered.” 1d. For reliance on professional advice to relieve
a taxpayer fromthe negligence addition to tax, the taxpayer
must show that the professional adviser had the expertise and
knowl edge of the pertinent facts to provide infornmed advice on
the subject matter. |1d.

The facts pertinent to the instant case relating to the
structure, formation, and operation of Jojoba Hawaii are as

di scussed in Utah Jojoba | Research v. Conm ssioner, supra, with

the exception of a few specific dates and dollar anobunts. Jojoba



Hawai i was organi zed in Decenber 1982 as a limted partnership
for the described purpose of conducting research and devel opnment
(R & D) involving the jojoba plant. The offering, dated October
28, 1982, provided for a maxi mum capitalization of $741, 000
consisting of 260 |imted partnership units at $2,850 per unit.
Each unit required a cash downpaynent of $1,000 and a proni ssory
note in the principal anpbunt of $1,850, requiring 12 sem annual

i nterest payments of $92.50 during the first 6 years and 40
gquarterly paynments of $73.70 for the following 10 years. The
prom ssory note contained an accel eration provision in the event
of default. The offering was limted to investors with a net
worth (exclusive of home, furnishings, and autonobil es) of

$150, 000, or investors whose net worth was $50, 000 (excl usive of
home, furnishings, and autonobil es) and who anticipated that, for
the taxabl e year of the investnent, they woul d have gross incone
equal to $65,000, or taxable income, a portion of which, but for
t ax- advant aged i nvestnents, would be subject to a Federal incone
tax rate of 50 percent.

Petitioners' investnment was for one limted partnership
unit, which required an initial downpaynent of $1,000 and
execution of a prom ssory note for $1,850. Petitioners were to
make 12 sem annual "interest only" paynments for the first 6 years
and quarterly principal and interest paynents for the follow ng

10 years until the note was fully paid. The record is unclear as
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to the total amount petitioners actually paid in connection with
their partnership interest.

The offering identified M. Mitsuda, who was petitioner
wfe's father and a pronoter of the partnership, as the general
partner of Jojoba Hawaii and U S. Agri as the contractor for the
R & D programunder an R & D agreenent. Additionally, a |license
agreenent between Jojoba Hawaii and U S. Agri granted U S. Agri
the exclusive right to utilize technol ogy devel oped for Jojoba
Hawaii for 40 years in exchange for a royalty of 85 percent of
gross sales of all products produced. The offering included
copies of both the R & D agreenent and the |icense agreenent.

Fol | owi ng cl ose exam nation of these docunents, as well as

various other itens of evidence, this Court held in Uah Jojoba I

Research v. Comm ssioner, T.C Meno. 1998-6, that the partnership

was never engaged in research or experinentation, either directly

or indirectly. Moreover, this Court found in Utah Jojoba |

Research v. Commi ssioner, supra, that U S. Agri's attenpts to

farmjojoba commercially did not constitute research and

devel opnment, thereby concluding that the R & D agreenent was
designed and entered into solely to decrease the cost of
participation in the jojoba farmng venture for the limted
partners through |arge up-front deductions for expenditures that
were actually capital contributions. The Court concluded further

that the partnership was not involved in a trade or business and
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had no realistic prospect of entering into a trade or business
wWith respect to any technol ogy that was to be devel oped by U. S.
Agri .

Petitioners here contend that their investnent in Jojoba
Hawaii was notivated primarily by the potential to earn a profit
but admt that the prom se of tax deductions played a role in
their decision. Petitioners contend further that their reliance
on the advice of petitioner wife's father, M. Mtsuda, should
absolve themof liability for the negligence penalty in this
case. Petitioners also argue that, taking into account their
experience and the nature of the investnent in Jojoba Hawaii,

t hey exercised the due care that a reasonable and ordinarily
prudent person woul d have exerci sed under |ike circunstances.
For the reasons set forth below, the Court does not agree with
petitioners' contentions.

First, the principal flaw in the structure of Joj oba Hawaii
was evident fromthe face of the very docunents included in the
offering. A reading of these docunents illustrated that the
partnership woul d not be engaged, either directly or indirectly,
in the conduct of any research or experinentation, but, rather,
the partnership was nerely a passive investor seeking royalty

returns pursuant to the licensing agreenent.’ Any experienced

! | ndeed, as noted previously, the offering stated that
(continued. . .)
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attorney capabl e of readi ng and understandi ng t he subj ect
docunent s shoul d have understood the legal ramfications of the
contents thereof. However, petitioners never consulted an
attorney in connection with this investnent, nor did they
carefully scrutinize the offering thenselves. Moreover,
petitioners failed to consult an experienced tax account ant
regardi ng the proper deductibility of research and devel opnent
expenses.

Secondly, in making their investnent in Jojoba Hawaii
petitioners relied solely on the advice of M. Mtsuda, who was
their financial adviser, as well as petitioner wife's father and
a pronoter for the partnership. M. Mitsuda did not appear at
trial, and the details in this record surrounding his advice to
petitioners about Jojoba Hawaii are scant. The record is devoid
of any evidence to show that M. Matsuda conducted any
i ndependent research or consulted any type of agricultural or
j oj oba pl ant expert about the activity. The record indicates
that M. Matsuda relied solely on the representations nade in the
offering in rendering his advice to petitioners.

Mor eover, the record | acks evidence to show whet her M.

Mat suda had any previous experience with the deductibility of

(...continued)
t he general partner had no previous experience with Jojoba beans
and was relying on U S. Agri to devel op technol ogy and pl ant
cul tivars.
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research and devel opnent expenses at the tine he advi sed
petitioners about Jojoba Hawaii. These types of expenses woul d
have all owed petitioners certain tax benefits above and beyond
what woul d have been provi ded by an ordinary busi ness deducti on.
There is no evidence in the record to suggest that M. Matsuda
conduct ed any i ndependent investigation to determ ne whether the
specific research and devel opnent proposed to be conducted by or
on behalf of the partnership would have qualified for deductions
under section 174.

There is also no evidence in the record to suggest that
petitioners ever questioned M. Mtsuda about the facts and/or
| egal anal ysis upon which he based his recomendati ons. Further,
the record is devoid of any evidence that petitioners asked M.
Mat suda to explain the Jojoba Hawaii investnment to them which
woul d seem particularly inportant given the fact that petitioners
clearly did not carefully scrutinize the offering thensel ves.

The facts here are simlar to those in d assley v.

Conmi ssioner, T.C. Menp. 1996-206, in which this Court found that

t he taxpayers:

acted on their fascination wth the idea of
participating in a jojoba farm ng venture and their
satisfaction wth tax benefits of expensing their

i nvestnents, which were clear to themfromthe
pronoter’s presentation. * * *
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Simlarly, petitioners here acted on their enthusiasmfor the
potential uses of jojoba and for the tax benefits offered by the
investnment. The evidence suggests that the nature of the advice
given by M. Matsuda was highly generalized and based primarily
on a nere cursory review of the offering rather than on

i ndependent know edge, research, or analysis. Petitioners failed
to show that M. Matsuda had the expertise and know edge of the
pertinent facts to provide infornmed advice on the investnent in

Joj oba Hawaii. See Freytag v. Comm ssioner, 89 T.C at 888.

Accordingly, petitioners failed to establish that their reliance
on the advice of M. Mitsuda was reasonable or in good faith.

See d assley v. Conmmi ssioner, supra.

M. WMatsuda had no background or expertise in the areas of
agriculture or jojoba plants. More inportantly, because M.
Mat suda had a personal profit notive in selling this investnent
to clients, of which petitioners were aware, he had a conflict of
interest in advising petitioners to purchase the limted
partnership interests. The advice petitioners purportedly
received fromM. Matsuda fails as a defense to negligence due to
his | ack of conpetence to give such advice and the cl ear presence

of a conflict of interest. See Rybak v. Conmi ssioner, 91 T.C.

524, 565 (1988). Petitioners' reliance on the advice of M.

Mat suda was unr easonabl e under the circunstances.
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Qutside of M. Matsuda, petitioners nade no other inquiry
into the viability of the partnership's proposed research and
operations. The Court finds it notable that the offering |listed
at least 15 potential uses of jojoba nuts; yet, petitioners
failed to explore the plausibility of any of those potential
uses. Sone of the potential uses listed in the offering were
various lubricants for high-speed or high-tenperature machinery,
cosnetics, shanpoos and soaps, sunscreens, pharnmaceuticals,
cooking oils, disinfectants, polishing waxes, corrosion
i nhibitors, candles, aninal feed supplenents, and fertilizer.
Petitioners' failure to investigate independently any of the
enuner ated potential uses of jojoba plants was unreasonabl e under
t he circunstances.

Petitioners had no legal or agricultural background or
training; yet, they consulted no one in these fields of endeavor
prior to investing in Jojoba Hawaii. Petitioners appear to argue
that they felt no need to consult an appropriate expert or
experts to exam ne the substance of the investnent because they
were relying on the advice of M. Matsuda, petitioner wife's
father. To the contrary, the Court believes that, at a m ni num
petitioners should have contacted an attorney to review the
of fering and provide | egal advice surrounding the partnership. A
reasonabl e and ordinarily prudent investor under the

ci rcunst ances woul d have consulted an attorney. Also a
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reasonabl e and ordinarily prudent investor under the
ci rcunst ances woul d have consulted a tax adviser about the
propriety of deducting research and devel opnent expenses.
Addi tionally, the Court does not believe that petitioners would
have experienced a great degree of difficulty in contacting the
agricultural departnent of a nearby college or university or
going to another reliable source to inquire about the research
and devel opnent of jojoba plants and their potential conmerci al
usage, if any. Again, a reasonable and ordinarily prudent
i nvestor would have at |east attenpted to nmake this type of
i nqui ry under the circunstances.

Petitioners were not naive investors and should have
recogni zed the need for independent professional advice. See

LaVerne v. Comm ssioner, 94 T.C 637, 652 (1990), affd. w thout

publ i shed opinion 956 F.2d 274 (9th Cr. 1992), affd. in part

wi t hout published opinion sub nom Cowl es v. Conm ssioner, 949

F.2d 401 (10th Cr. 1991); dassley v. Conm ssioner, supra. In

fact, the offering cautioned that prospective investors should
not "construe this nmenorandum or any prior or subsequent
comuni cations as constituting | egal or tax advice" and urged
investors to "consult their own counsel as to all matters
concerning this investnent." The offering was replete with
statenents, including the cover page statenment that "TH' S

OFFERI NG | NVOLVES A H GH DEGREE OF RI SK", warning of tax risks
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involved with the investnent and the highly specul ati ve nature of
the comercial viability of jojoba production. The offering
clearly stated on page 8 that the general partner "has no

previ ous experience in dealing in Jojoba beans and is mainly
relying on the R & D Contractor to devel op technol ogy and pl ant
cultivars over the termof the R & D Contract”. Such statenents
shoul d have rai sed sone degree of suspicion in the mnd of a
reasonabl e and ordinarily prudent investor, even one |acking any
| egal, tax, or agricultural background. However, petitioners did
not carefully read the offering, nor did they nmake any effort to
have the investnent explained to themprior to investing in

Joj oba Hawai i .

The Court is mndful that the Court of Appeals for the N nth
Circuit (Nnth Crcuit) has held that experience and invol venent
of the general partner and the |lack of warning signs could
reasonably |l ead investors to believe they were entitled to
deductions in light of the undevel oped state of the | aw regarding

section 174. See Kantor v. Conmm ssioner, 998 F.2d 1514 (9th G

1993), affg. in part and revg. in part T.C Meno. 1990-380. 1In
its holding, the Nnth Grcuit explained that the Suprenme Court's

decision in Snow v. Conm ssioner, 416 U. S. 500 (1974), left

uncl ear the extent to which research nust be in connection with a
trade or business for purposes of qualifying for an i medi ate

deducti on under section 174. However, here, the partnership was
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nei ther engaged in a trade or business nor conducting research
and devel opnent, either directly or indirectly. Additionally,
the offering made clear that the general partner, M. WMatsuda,
had no experience in jojoba research and devel opnent. Also, it
is apparent fromthe evidence presented that M. Mtsuda had

m ni mal involvenment in the partnership. Petitioners are
precluded fromrelying upon a "lack of warning" as a defense to
negl i gence when there is no evidence that a reasonable

i nvestigation was ever made, and the offering materials contained
many war ni ngs of the tax risks associated with the investnent.

On this record, the Court finds that petitioners did not
exerci se the due care of reasonable and ordinarily prudent
persons under the circunmstances. Consequently, the Court hol ds
that petitioners are liable for the negligence additions to tax
under section 6653(a)(1) and (2) for each of the years at issue.
Respondent is sustained on this issue.

To the extent the Court has failed to address an argunent of
petitioners herein, the Court concludes such argunent is w thout
merit.

Revi ewed and adopted as the report of the Small Tax Case

Di vi si on.

Deci sion will be entered

for respondent.




